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Digest of
A Performance Audit of Utah’s
Oil and Gas Program

The O1l and Gas Program (program) is part of the Division of Oil, Gas, and Mining
(DOGM or division) within the Department of Natural Resources (DNR or department).
As part of an in-depth budget review of DNR, our audit team conducted a risk assessment
of the entire department. The amount of operational and environmental risk identified
within DOGM, necessitated the independent release of a full-scale audit of Utah’s Oil and
Gas Program. The program is responsible for regulating all operations associated with the
exploration and production of oil and gas within the state of Utah.

Chapter I
Oil and Gas Program Needs to
Improve Its Regulatory Responsibilities

Noncompliant Issues Are Not Resolved in A Timely Manner. As of June 2019, the Oil
and Gas Program reports having 105 unresolved noncompliant issues. Of these issues, field
inspections staff issued 29 notices of violation (NOVs). NOVs are essentially written
warnings with no consequences other than requiring the operator to reach compliance by
resolving the issue. An NOV for noncompliance can be escalated by DOGM; however,
fines for industry related violations have not been issued, which is the focus of Chapter IV.

Environmental Hazards May Have Been Prevented with Increased Oversight.
Environmental hazards at two separate waste disposal facilities may have been prevented
with consistent follow up and enforcement. A potentially dangerous situation at ‘Facility A’
may have been prevented had Oil and Gas Program management prioritized noncompliant
tollow-up inspections. Hazardous levels of waste accumulation at “Facility B’ may have been
prevented with increased enforcement and better oversight. These examples illustrate the
potential risks associated with failing to prioritize noncompliance resolution. Although
waste disposal facilities are commonly operated by third-party contractors, the regulation
and enforcement of these facilities remains the Oil and Gas Program’s responsibility.






Chapter V
Management Decisions Regarding
Finances Have Led to Funding Reductions

Financial Reserves Were Prioritized Over Program Operations. During the industry’s
2016 financial decline, the Oil and Gas Program received an ongoing General Fund
appropriation of nearly $1 million. In addition to receiving these supplemental funds,
management reduced program expenditures. The recent General Fund appropriation in
combination with program expenditure reductions created a $4.1 million surplus over
two fiscal years (2017-18) that management chose to lapse to the restricted account.
Management should have established a financial target and a strategic plan for incremental
savings to ensure that program operations would not suffer. However, an aggressive
tinancial reserve approach was prioritized above program needs. Program reductions and
excessive workloads were two consequences of management’s financial decisions.

Management Decisions Regarding Finances Led to Legislative Action. Although statue
allows the O1l and Gas Program to maintain reserves in the program’s restricted account,
the intent of the appropriated funding was for the administration and regulation of the
program. As previously mentioned, the failure to prioritize program responsibilities as
outlined in statute and Administrative Rule has resulted in several areas of concern. In the
2019 Legislative General Session, the Legislature reduced ongoing program appropriations
by $1 million and reduced savings in the program’s restricted account by $2 million to
reimburse the General Fund.

Chapter VI
Program and Employee
Performance Need to Improve

Oil and Gas Program Lacks Performance Metrics. The number of oil and gas well
drilling inspections with no violations is the only performance metric that the Oil and Gas
Program reports to the Legislature. However, this metric is ineffective and misleading. Part
of the program’s mission is to “Maintain sound, regulatory oversight to ensure
environmentally acceptable activities.” Regulatory oversight includes monitoring all aspects
of the life cycle of a well from the time a permit is issued to the time a well is properly

plugged and abandoned.

Oversight of Employee Performance Within DOGM Needs Improvement. DOGM
has not been consistently conducting annual employee performance evaluations.
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Chapter |
Introduction

As part of an in-depth budget review for the Department of
Natural Resources (DNR or department), our audit team conducted a
risk assessment of the entire department.' The amount of operational
and environmental risk? identified within the Division of Oil, Gas, and
Mining (DOGM or division), necessitated the independent release of a
tull-scale audit of Utah’s Oil and Gas Program (program). The
remainder of this chapter will discuss DOGM’s history and mission,
responsibility to provide industry regulation, budget, and employment
history.

The Division of Qil, Gas, and Mining Provides
Industry Regulation

DOGM was established in 1955. The division’s mission is

...to regulate the exploration and development of coal, oil,
gas, and other minerals in a manner which:

e cencourages responsible reclamation and
development;

e protects correlative rights;

e prevents waste; and

e protects human health and safety, the
environment, and the interests of the state and its
citizens.

[DOGM] regulates exploration for and [the] development
of Utah's oil, gas, coal and other mineral resources. When
exploration and developmental activities are completed, the
division ensures that oil and gas wells are properly
abandoned and [that] mining sites are satisfactorily
reclaimed. ..

' An In-Depth Budget Review of the Department of Natural Resources 2019-10

? Our risk assessment consists of reviewing the various programs and functions
of the department to determine if the department’s operations and processes are
executed in a way that results in the department achieving its objectives.
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Management reports that Utah is at a competitive disadvantage
when compared with other states in the oil and gas industry. The
complexities of land ownership (including state, federal, and tribal),
the quality of oil produced, and the limited refinery capabilities pose
some significant challenges. These challenges result in oil prices in
Utah being discounted at about $12 per barrel. The program is almost
entirely funded by a conservation fee based on the value and volume of
oil and gas produced (i.e. price per barrel).

The Oil and Gas Program Oversees 16,141 Active Wells and
28 Waste Disposal Facilities. At the end of calendar year 2018, Utah
had 14,005 production wells and 2,136 service wells® for an overall
well total of 16,141. Field inspections staff performed 6,859
inspections during calendar year 2018. Each well site is inspected to
ensure that “...proper conservation practices are followed and that
minimum ecological damage results from the location, operation, and
reclamation of each site.” Additionally, the Oil and Gas Program
oversees 28 waste disposal facilities that accept waste generated from
the exploration and production of oil and gas resources.

Oil and Gas Program Budget and
Organizational Structure

The Oil and Gas Conservation Restricted Account (conservation
account or restricted account) is a major restricted fund used by the
division. The restricted account is the largest funding source for the
O1l and Gas Program, bringing in over three-quarters of the program’s
revenue. The revenue in this account is generated from a fee levied on
oil and gas (0.002 of the value of oil and gas at the well), penalties,
and interest. Since the restricted account collects revenue through a
conservation fee that is based on the value and volume of oil and gas,
the balance of this fund varies according to production. In 2016, Oil
and Gas Program management received supplemental funding from
the Legislature due to a financial downturn of the oil and gas industry.

The Oil and Gas Program employs 20 full-time employees (FTEs).
A full program budgets for 27 FTEs; however, management made

3 A service well is a well that is drilled for injection, saltwater disposal, or a
similar purpose.
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18.4 Million Was Returned to the
General Fund Over 10 Years

Revenues collected by the conservation fee vary from year to year.
Prior to the industry’s 2016 financial decline, collected revenues
exceeded the appropriated amount. However, in recent years, revenue
collections have fallen short of the appropriated amount. Historically,
the Oil and Gas Conservation Restricted Account balance was capped
at $750,000 with any surplus revenues over that amount returning to
the General Fund. In 2016, statute was amended to allow the O1l and
Gas Program to retain up to 100 percent of the fiscal year
appropriation.* Figure 1.2 shows the fiscal year-end conservation
account balances (dark blue) and the surplus funds lapsed back to the
General Fund (light blue) over a 10-year period.

In 2016, statute was
amended to allow the
Oil and Gas Program
to retain 100 percent of
the fiscal year’s
appropriation.

Figure 1.2 Balances in the Oil and Gas Conservation
Restricted Account Were Capped at $750,000 Until Fiscal Year
2016. Nearly $18.4 million in excess revenue was returned to the
General Fund over a 10-year period from fiscal year 2009 to fiscal
year 2018.
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Source: Auditor generated

Since the 2016 statutory change, no funds have lapsed from the
restricted account to the General Fund. Program management chose
to retain a significant amount of funds in the restricted account with
the intent to save for future years. The effects of this funding decision
will be discussed in detail in Chapter V. Because revenues collected by
the conservation fee are variable depending on industry production, it

* Utah Code 40-6-14.5(6) () provides statutory regulation regarding fiscal year

end balances for the Oil and Gas Conservation Restricted Account.
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Figure 1.3 The Oil and Gas Program Has 20 Employees Who
Oversee the Regulation of the Oil and Gas Industry in Utah. In
fiscal year 2019, the program had five unfilled positions and four
positions staffed part-time.

Director

Associate Director

Exec. Secretary

Petroleum Eng.
0.5 FTEs

Env. Scientist 111 Env. Manager
: VACANT 0.5 FTEs
Ao e
: Eng. Tech Il Petroleum Eng.
VACANT 0.5 FTEs

Auditor IV

The Oil and Gas
Program has five
vacant positions.

Env. Manager

Env. Scientist Il
3 FTEs

Env. Scientist Il1
3 FTEs

Env. Manager

Env. Scientist [l
3 FTEs

Env. Scientist |
1FTEs

Env. Manager
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Office Tech Il
1 FTEs

Auditor 11

Office Tech Il
VACANT

Audit Tech

Office Tech Il
VACANT

Field Inspections i Env. Scientist 111
Staff VACANT

Office Clerk Il

Source: Auditor generated

Six of the environmental scientist positions in Figure 1.3 are field
inspections staff whose primary responsibility is to conduct field
inspections. Field inspections staft are located throughout the state and
provide oil and gas industry regulation. Because regulation is a key
aspect of the program’s mission, and because the Oil and Gas Program
functions as the state’s regulatory body for the industry, the inspection
program is the primary focus of this report.

Audit Scope and Objectives

This audit reviews the financial, operational, administrative, and
regulatory controls of the Oil and Gas Program. We also reviewed the
Oil and Gas Program’s inspection procedures, financial management
practices, statutory enforcement efforts, and employee and program
performance metrics. In addition, we compared Utah’s Oil and Gas
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Chapter Il
Oil and Gas Program Needs to Improve
Its Regulatory Responsibilities

The O1l and Gas Program (program) in the Division of Oil, Gas
and Mining (DOGM or division) needs to improve its oversight of
Utah’s oil and gas industry. According to the program’s three-fold
mission discussed in Chapter I, the Oil and Gas Program is
responsible for promoting business and providing regulation. A
preliminary risk assessment revealed concerns regarding oversight and
regulation; therefore, the inspection program is the primary focus of
this audit report.

The program is significantly behind in its regulatory work. For
example, there are 105 noncompliant wells for which violations have
not been resolved. With an average compliance resolution timeline of
842 days, field inspections staff should be more diligent in following
up with noncompliant behavior. Less than one third (29 of 105) of
these outstanding noncompliant items were issued notices of violation
(NOV).* Regulation of the oil and gas industry is a vital service
provided to the state by the Oil and Gas Program. Failure to fulfill this
responsibility may have long-term impacts on health, safety, and the
environment. Two such cases contributed to environmental hazards
that may have been prevented with consistent inspections, follow up,
and enforcement.

Program Management Needs to Improve
to Adequately Address Audit Report Issues

The main 1ssue addressed in this chapter is the failure of the Oil
and Gas Program to resolve significant noncompliant issues. The
remainder of this report will address why these issues have occurred.

e Chapter III: An inspection prioritization program was
developed and implemented by the Oil and Gas Program in
2017; however, inspections have not been prioritized according
to policy and the oversight of inspections needs to improve.

¥ A notice of violation (NOV) is a written warning with no consequences other
than requiring the operator to resolve the issue, unless the violation is escalated by
DOGM to the Board of Oil, Gas, and Mining.
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length of time these violations have remained outstanding is nearly

three years (1,055 days).

The remaining 76 violations with no NOV:s issued have also not
been resolved in a timely manner. The average length of time these
noncompliant issues have remained outstanding is more than two
years (762 days). Management has not been diligent in ensuring that
noncompliant issues have been prioritized and resolved in a timely
manner. Furthermore, of the 105 unresolved noncompliant items,

15 were missing recorded dates by which compliance was required.
The 105 unresolved noncompliant issues are detailed by violation type
in Figure 2.1.

Violations with no
NOVs issued have
remained outstanding
for more than two
years (762 days).

Figure 2.1 As of June 2019, There Are 105 Unresolved
Noncompliant Wells. On average, noncompliant issues have
remained outstanding for more than 842 days. For example, an
operation/maintenance violation citing a possible wellhead leak was
recorded in August 2017; however, there is no evidence that the
leak was resolved or that compliance was ever achieved.

50
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N = -

o

Source: Auditor generated
*Violations in this category are largely access violations where the inspector was not able to gain access to the
inspection site. These include violations such as no surface access, no surface casing access, and buried cellars.

Close to half of the unresolved noncompliant items in Figure 2.1
are classified under the “Reclamation” violation type (44 percent). To
reclaim a well or a disposal facility is to properly plug and abandon the
well or facility, restoring the land to its natural state. Several violations
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party contractors, the regulation and enforcement of these facilities
remains the Oil and Gas Program’s responsibility.'?

A Known Violation
Occurred at Facility A

Administrative Rule R649-9-4(7) requires all synthetic liners in
evaporation ponds to be “... installed according to the manufacturer’s
instructions.”

e In May 2016, program staft mandated that all evaporation
ponds at Facility A be relined according to manufacturer
specifications or be reclaimed. Many of the facility’s liners
were past the manufacturer recommended life of 25 years.

e In aresponse letter, the facility operator agreed to reline all
ponds before July 1, 2018. However, the operator failed to
reline the ponds within the timeline outlined and the
program failed to follow up and enforce Administrative
Rule.

e A spill at Facility A was discovered on April 25, 2019
during a routine inspection. The spill occurred in a pond
with an aging liner; however, management reported that
the liner had not exceeded the 25-year life span.

e On May 2, 2019 an NOV was issued to the operator for
“Failure to report [an] incident” and for “Pollution to [a]
natural drainage [system].”

Due to the recent nature of this incident, DOGM and the
Department of Environmental Quality (DEQ), in connection with the
Environmental Protection Agency, are involved in ongoing
investigations. Any potential liabilities and environmental effects
remain in question and are not addressed in this audit report. Figure
2.2 shows pictures depicting the recent events at Facility A.

B Utah Code 40-6-5(3)(d) states that the Board of Oil, Gas, and Mining has the
authority to regulate the disposal of saltwater and oil-field wastes.

Office of the Utah Legislative Auditor General
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...solids and hydrocarbons are spilling over into the
evaporation pond. Significant volume of hydrocarbons
observed on the fluids surface, estimate 30 percent of the
pond surface covered in hydrocarbons.

As previously mentioned, Administrative Rule requires hydrocarbon
(oil) accumulation to be removed within 24 hours; however, the
program failed to follow up on this violation for four months. A
follow-up inspection was conducted in August 2018. The field
inspection report included commentary on two different evaporation
ponds located within the same facility. “[Pond A] surface is covered by
hydrocarbons. [Pond B] remains covered over the entirety with
hydrocarbons.”

An NOV for accumulation on one of these evaporation ponds was
issued during an August 2018 inspection. Figure 2.3 shows the oil
accumulation on one of the aforementioned evaporation ponds, as
well as the compromised condition of the facility’s sludge pond.

Field inspections staff
failed to follow up and
enforce Administrative
Rule when hazardous
oil accumulations were
discovered.

Figure 2.3 Inadequate Regulatory Oversight Contributed to an
Environmental Hazard. Administrative Rule requires oil
accumulation on an evaporation pond to be removed within 24
hours. The pictures below represent several months of
accumulation.

#1 #2

Picture #1 depicts an evaporation pond, which Picture #2 depicts hazardous accumulation on a
should only contain water waste, with several sludge pond. Sludge ponds are designed to
months of hydrocarbon accumulation. separate oil from produced water waster prior to
discharge into a pond; however, this sludge pond
appears to be overrun with oil accumulation.
Source: Utah Division of Oil, Gas, and Mining

Oil accumulation is an acute problem with a 24-hour removal
timeline. The failure to prioritize incidents according to severity and
enforce Administrative Rule may have contributed to a preventable
environmental hazard. When questioned, management cited staft
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Chapter Il
Prioritization and Oversight of
Inspections Needs to Improve

In 2017 O1l and Gas Program management implemented a
prioritized inspection program to ensure that the highest priority
inspections are completed first. However, management was unaware
that field inspections staff were not adhering to the program and
spending a disproportionate amount of time on lower priority
inspections. Additionally, recommendations from a 1983 Legislative
audit addressing routine follow-up inspections and documentation
practices have not been fully implemented. Management reports that
inspectors have not been consistent in recording or documenting
observations made while conducting inspections.

Inspections Do Not Follow
Program Policy

The Weighted Inspection Tracking (WIT) program was
implemented by the Oil and Gas Program in March 2017. Inspection
types differ in the amount of time and effort they require to complete.
The WIT program captures the variance between inspection types by
providing each inspection with a weighted value. Additionally, the
WIT program encompasses a tiered ranking system that prioritizes
inspections according to risk. However, inspectors for the Oil and Gas
Program have not consistently followed the WIT program by
prioritizing inspections according to policy.'* Lower priority
inspections are being conducted and completed before higher priority
inspections. While the WIT program addresses risk associated with
inspection types, the Oil and Gas Program has no policy in place for
how often these inspections should be conducted. When creating the
inspection frequency policy, safety concerns such as well location, soil

' For the purposes of this audit report, policy refers to the Oil and Gas
Program’s Standard Operating Procedures (SOPs). SOPs provide guidelines and
standards for field inspections staff to follow while performing work related tasks
and require signatures from the author of the policy, the Field Operations Manager,
and the Associate Director prior to implementation.

Office of the Utah Legislative Auditor General
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Figure 3.1 The Oil and Gas Program Is Not Prioritizing
Inspections According to Policy. Noncompliant wells are listed
as a Priority 3 inspection; however, routine Priority 4 inspections
are conducted at more than triple the rate of Priority 3 inspections.

Inspection Hours by Priority Level (2014 -2018)*

Priority 2 _ 13,013 Number.of Corresponding
Inspections Completed:
Priority 1: 4,123

L. s Priority 2: 2,753
Priority 3 10,071 Priority 3: 3,234

Priority 4: 32,381

Priority 4 33,689

Source: Auditor generated

*Only inspection types that have clearly defined priority levels are included in this analysis. Inspection hours were
calculated by multiplying the number of inspections conducted by the weighted value of the inspection. Additional
planning, preparation, travel, and documentation were not a factor in the calculation.

**As of June 2019, the Oil and Gas Program has 105 unresolved noncompliant issues.

Figure 3.1 demonstrates the amount of inspector time and effort
that was spent at each priority level from calendar year 2014 to 2018.
Roughly one third of completed Priority 3 inspections were
categorized as noncompliant follow-up inspections (1,134 of 3,234).
However, there are 105 noncompliant issues for which violations have
not been resolved indicating that the program is not fully prioritizing
inspections according to policy and that it is significantly behind in its
regulatory work. Chapter II discusses the potential impacts of
unresolved noncompliant issues. Furthermore, routine inspections
(Priority 4) were conducted at more than triple the rate of
noncompliant follow-up inspections (Priority 3).

Audit work found that roughly 13 percent of Priority 1 inspector
hours were spent handling emergency responses, management
requests, and spills/incidents. The remaining 87 percent of Priority 1
inspector hours were spent attending high priority inspections such as
well plugging inspections. Overall, Priority 1 inspections account for
more than 46 percent of total inspection hours, which shows that
nearly half of an inspector’s time 1s spent responding to incidents or
attending high priority scheduled inspections.
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Figure 3.2 The Average Length of Time Between Inspections
Varies by Well Status (Phase) with a Range of 246 Days to 835
Days. The Oil and Gas Program sets an internal goal to annually
inspect all oil and gas wells. However, two currently producing wells
have not been inspected since 2013.

Average Length of Time

1 *
Active Well Status Between Inspections (Days)

Number of Wells

Drilling 47 246
Producing 3,073 403
e o
Shut-In 453 539
Temporarily Abandoned 11 835
Overall 3,611 500

Source: Utah Division of Oil, Gas, and Mining
*Data does not include federal wells, tribal wells, salt-water disposal wells, enhanced recovery wells, or waste
disposal facility inspections.

Figure 3.2 shows that most inspected wells are in the production
phase and are inspected every 403 days on average. Because shut-in
wells and temporarily abandoned wells are not actively producing, the
wells are at a greater risk for deterioration and corrosion. Shut-in and
temporarily abandoned wells are also at a greater risk of abandonment
and increased costs to the state. Due to the increased risk,
management stated that ideally, shut-in and temporarily abandoned
wells would meet the annual inspection threshold, but they do not.
Well types and other associated risk factors should be studied for the
program to develop an evidence-based approach for inspection
timelines. Management reports that a risk-based inspection program to
help field inspectors identify wells that need more immediate and/or
frequent inspections is in the process of being developed.

Of the 105 unresolved noncompliant issues discussed in
Chapter II, 46 were outstanding reclamation violations that largely
pertain to shut-in and temporarily abandoned wells. Reclamation
violations involving operators that failed to reclaim their well sites
within one year as required by Administrative Rule, had the highest
occurrence of any other violation type. Furthermore, management
reports that inspectors have not been consistently or accurately
documenting violations for noncompliant wells.
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program’s compliance management policy addresses the importance of
proper documentation regarding noncompliant observations. A draft
of the policy states

Proper documentation of the initial noncompliance
observation is essential in order to set up a well-
documented case should the matter elevate to a Board
hearing. Documentation is essential for the Compliance
Manager to chronologically build the case against the
Responsible Party.

Even though a compliance schedule for issuing NOVs has been
developed and implemented, program policy for compliance
management has not yet been finalized. It is concerning that there is
currently no compliance management policy. Field inspections staft
should have a standardized method and a clear policy for documenting
and recording industry regulation efforts and issuing NOVs. A clear
policy would allow management the opportunity to review NOV
issuance data for anomalies and training opportunities. Compliance
management is essential to regulation because it includes best practices
tor record keeping, regular assessments, and management of
noncompliant items. The Oil and Gas Program should finalize and
implement policy regarding compliance management to ensure
consistency in program regulation.

Poor Record Keeping
Increases Risk to State

The Oil and Gas Program reports having 105 unresolved
noncompliant issues as of June 2019. A preliminary database query to
determine the number of unresolved noncompliant issues initially
produced 464 results.'” Of the 464 results

e Approximately 200 items were miscoded and entered as
noncompliant issues when the entered items were really
tollow-up reminders, informal items, or items that have
been resolved and not appropriately updated.

e 196 items qualified as compliance items; however, staff
were initially “unsure” of each item’s compliance status.

17 The results of the unresolved noncompliance report are discussed in detail in
Chapter II and were used to generate Figure 2.1.
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Chapter IV
Lack of Enforcement Has
Led to Increased Risk

The O1l and Gas Program (program) acts as the regulatory body
tor the oil and gas industry in the state of Utah. Statute authorizes
penalties and fines to be recovered in a civil proceeding. Because of
court involvement and lengthy timelines, the program has not used
tines to enforce compliance. Management could not provide any
documentation of a civil penalty or fine being issued in the history of
the program. The Oil and Gas Program should consider working with
the Legislature to determine the best way to address noncompliance
resolution. Information on how other states assess penalties is
provided for comparison.

The Program Should Enforce Compliance in
Accordance with Statute

The O1l and Gas Program has not issued a fine for industry related
violations. Surrounding states such as Colorado, Montana, New
Mexico, and Wyoming have made classifying violations and issuing
fines a priority—each of these states has issued at least one fine within
the last two years. Operators should be held accountable to statutory
and Administrative Rule responsibilities to mitigate future risk. For
example, six problem operators are expected to cost taxpayers nearly
$1 million in remediation, plugging, and reclamation costs.

Fines Have Not Been Issued
For Oil and Gas Violations

Management was unable to present any documentation proving
that a fine was issued over the past 24-year history of the program.
The last adjudicative proceeding held by the Utah Board of O1l, Gas,
and Mining (Board)"® for the purpose of assessing and collecting civil
penalties dates back to March 27, 1995. During that hearing, it was

¥ The seven-member quasi-judicial Board of Oil, Gas and Mining is responsible
for policy development and for considering appeals of division actions, specific
regulatory policy determinations and rulemaking functions.
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In March 2019, Wyoming issued a fine for an operator failing to
obtain an application to drill.

In calendar year 2018, Utah field inspections staft documented a
total of five notices of violation (NOVs)." Violations included

e Failure to report the process of beginning to drill a well

e Failure to contact the division regarding changes or deviations
to the drilling plan

e Failure to notify the division of required testing activities

e Other violations associated with drilling reports

At least two of the above violations documented in 2018 represent
violations for which other states are issuing fines. Over the past

15 years (2004-18), a total of 554 NOVs have been issued in Utah;
however, the absence of other enforcement mechanisms such as civil
penalties and monetary fines, has decreased accountability.
Management agrees that in order to adequately address potential risks
and noncompliant operators, the Oil and Gas Program needs to utilize
the Board more on these matters.

Noncompliant Operators
Are a Risk to the State

Oil and Gas Program management identified six problem
operators that are expected to cost taxpayers nearly $1 million. This

liability amount includes the cost to the state of properly plugging and Six problem operators

reclaiming a number of wells that the six financially unstable operators are expected to cost
- taxpayers nearly
will likely abandon. $1 million.

Problem operators need to be held accountable to mitigate
potential risks and to alleviate the financial burden placed on the state.
The Division of O1l, Gas, and Mining’s (DOGM or division) legal
counsel®® has not initiated or filed a notice of agency action with the
Board to request or pursue a civil penalty for oil and gas industry
violations. For example, the Oil and Gas Program reports issuing four
NOVs to ‘Operator A.” The NOVs were issued for failure to report
production, failure to submit well completion reports, and failure to
submit drilling reports as required by Admunistrative Rule.

' Notices of violation (NOVs) in relation to unresolved noncompliant issues are
discussed in Chapter II.

* The Oil and Gas Program uses DOGM’s legal counsel for any legal matters,
including pursuing civil penalties.
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e New Mexico: This state is currently operating under a fine
structure that is similar to Utah’s (fines are recovered by a civil
suit filed in a District Court). However, recent amendments to
statute will take effect in January 2020 allowing fines and
penalties to be assessed directly by the division.

Utah O1l and Gas Program management reports the lengthy
process to pursue a minimal return as one of the reasons for
circumventing statute and not assessing civil penalties or fines. New
Mexico’s current process also involves District Courts and, as Figure
4.1 shows, they have still issued a fine within the last two years.

As of January 2020, Utah will become the only state (of the four
surrounding states) to continue to assess penalties and fines through a
civil proceeding in a District Court. Recently amended statute in New
Mexico will allow fines and penalties to be assessed directly by the
division.

Field inspections staff in Utah utilize professional judgement when

resolving violations to protect public health, safety, the environment, A notice of agency
and other state/citizen interests. If a formal matter is scheduled before action for the purpose
the Board, DOGM’s legal council should work with Oil and Gas g; E eusr : Iun| 3 %?:rivil
Program staff to achieve compliance. Discussion with the division’s penalty has not been
legal counsel revealed that a notice of agency action for the purpose of filed.

pursuing or assessing a civil penalty has not been filed for the past 18

years.

Recommendation

1. We recommend that the Oil and Gas Program use its
statutory authority to ensure compliance with Utah Code
and Administrative Rule.
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Chapter V
Management Decisions Regarding
Finances Have Led to Funding
Reductions

Regulatory oversight of the oil and gas industry in Utah may also
be lacking due to the Oil and Gas Program’s (program) financial
management decisions. After the financial downturn of the oil and gas
industry 1n fiscal year 2016, the Legislature appropriated nearly
$1 million in ongoing General Fund money to help offset the
program’s revenue shortfall. During the same time, the Legislature
also raised the cap of the Oil and Gas Conservation Restricted
Account (conservation account or restricted account)® from $750,000
to 100 percent of the program’s fiscal year appropriation
($4.3 million in fiscal year 2016).

Furthermore, management allowed a reduction of program
personnel and other program expenditures to aggressively save money
tor future years. These management decisions regarding finances
resulted in $4.1 million of surplus funds being lapsed to the program’s
restricted account over two years. Rather than lapsing large amounts
of funds to the restricted account short-term, program management
should have developed a sustainable plan for building financial reserves
over time. Because of these decisions, individual workloads on existing
staft have increased and a backlog of work has been created. While we
would always recommend efficiency where possible, our concern is
that an aggressive approach to saving for future years was prioritized
over current program needs and requirements.

Financial Reserves Were Prioritized
Over Program Operations

During the industry’s 2016 financial decline, the Oil and Gas
Program received an ongoing General Fund appropriation of nearly
$1 million. In addition to receiving these supplemental funds,
management chose to reduce program expenditures. The recent
General Fund appropriation in combination with program

*! Details for this account, as well as how the Oil and Gas Program is funded,
are discussed in Chapter L.
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large surplus. Management decisions regarding finances dropped
program expenditures from $3.5 million in fiscal year 2014 to just
under $2.5 million in fiscal year 2018.

Field inspections staff report that the effects of an industry related
tinancial downturn, such as the one in 2016, are felt not only by the
program but also by oil and gas operators. Staff report that a lack of
capital may entice some operators to cut corners, which proves that
industry regulation may be more necessary during times of hardship.

In fiscal year 2019, the Oil and Gas Program budgeted for
27 FTEs while actually employing about 20 FTEs. Figure 5.1
illustrates the contrast between the program’s budgeted FTE count
and actual FTE count over the past five years (2014-18).

Figure 5.1 Program Full-Time Employee (FTE) Count Is
Decreasing. The Oil and Gas Program had 25 employees in fiscal
year 2014 compared to 20 employees in fiscal year 2019.

FTE Count:
Budgeted vs. Actual

=@==Budget FTE ==@==Actual FTE

30

— ® ® 4

25
20

15
2014 2015 2016 2017 2018 2019

Source: Utah Division of Oil, Gas, and Mining

An understaffed program, as shown in Figure 5.1, is another
byproduct of poor management decisions. Prioritizing future funding
streams over programmatic needs has resulted in increased risks and
costs to the state as discussed throughout this report. Management
should have ensured that all Oil and Gas Program requirements were
tulfilled according to statute and Administrative Rule prior to
accumulating savings. The failure to do so has resulted in expenditure
and funding reductions, increased individual workload, and other areas
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Figure 5.2 shows that, on average, the well count for individual
inspectors has increased by 146 wells per year for the last 15 years
(2004-18) for an average total increase of 2,200 wells per inspector.
Increasing overall workload without increasing inspector FTE count
risks job burnout and diminished performance. All six field inspections
staft members report a need for additional personnel.

Inspection types differ in the amount of time and effort they
require to complete. For example, field inspections staff estimate that,
on average, a routine inspection requires a half an hour to complete
whereas a well plugging inspection averages ten hours to complete.
Therefore, focusing solely on the number of inspections conducted
and completed without differentiating between inspection types may
be somewhat misleading. To more accurately measure the amount of
time and effort various inspection types require to complete, Utah
developed a Weighted Inspection Tracking (WIT) program.?
Without an in depth and complex analysis, no other metric exists to
compare Utah’s individual inspector workload to that of surrounding
states.

Distance and drive time also have a substantial impact on the
number of inspections an inspector can complete per year. For
example, New Mexico reported that each inspector completed an
average total of 4,200 inspections in calendar year 2018 compared to
Utah’s 1,100 inspections per inspector total. The high density of well
locations was cited as the reason inspectors in New Mexico were able
to conduct significantly higher rates of inspections. In Utah, some
inspectors are expected to travel significant distances to conduct
inspections.

Inspectors in Colorado and Montana conducted an average of 600
and 800 inspections per inspector during calendar year 2018-both
amounts falling below Utah’s total count of 1,100 inspections per
inspector. Using Colorado as the baseline, Utah would have to hire
five more inspectors to reach Colorado’s 600 inspections per inspector
threshold. Wyoming has not historically tracked the number of
inspections conducted and completed; however, it is in the process of
adopting a new electronic inspection application that will track
inspections beginning January 2020.

22 The WIT program is discussed in detail in Chapter III of this report.
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Figure 5.3 There Is a Funding Gap Between Revenues Levied
by the Conservation Fee and Appropriated Amounts. However,
despite lower than expected revenues, the appropriated (budgeted)
amount has continued to marginally increase over time.

=== Collected Revenue (Actual) e Appropriation Amount (Budgeted)
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Source: Auditor generated

It is anticipated that the $1 million appropriation reduction will
have no immediate eftect on the Oil and Gas Program. Rather, the
reduction will merely close the gap between the collected revenue
amount (blue line) and the appropriation amount (red line). If the
collected revenue amount (blue line) were ever to exceed the amount
appropriated by the Legislature (red line), the excess funds would
lapse to the General Fund at fiscal yearend. Therefore, at fiscal
yearend, any excess funds above the appropriated amount would not
be available for use by the Oil and Gas Program.

Financial Reserves in the Restricted
Account Were Reduced by $2 Million

During the 2019 Legislative General Session, the program’s
restricted account savings were reduced by almost $2 million. The
financial reserves taken from the restricted account were used to
reimburse the General Fund.
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Figure 5.5 Operating Income for Fiscal Year 2018 Totaled $1.8
Million. Increasing revenues and decreasing expenditures created
a $3.6 million surplus over the last two fiscal years (2017-18).

2014 2015 2016 2017 2018

Revenues $3,280,100 $3,426,600 $3,609,700 $4,517,100 $ 4,242,400
Expenditures 3,522,200 3,044,600 2,863,900 2,692,800 2,480,200
I?\‘éf)’;“e'”g $ (242,100) $ 382,000 $ 745800 $1,824,300 $ 1,762,200

Source: Utah Division of Oil, Gas, and Mining

The combination of reducing expenditures and receiving a
$1 million ongoing supplemental appropriation has resulted in a two-
year net operating income of $3.6 million (fiscal years 2017-18). The
$3.6 million surplus constituted the majority portion of the
$4.1 million lapsing amount.

Recommendations

1. We recommend that the Oil and Gas Program develop a
sustainable plan for building up program reserves over time.

2. We recommend that Oil and Gas Program management
prioritize statute and Administrative Rule requirements over
savings and ensure that all program requirements are fulfilled.
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Chapter VI
Program and Employee
Performance Need to Improve

Each year the Division of O1l, Gas, and Mining (DOGM or
division) reports three performance metrics to the Legislature: 1) the
timeliness of coal permits 2) customer satisfaction, and 3) oil and gas

well drilling inspections with no violations. Customer satisfaction is a .
The Oil and Gas

division-wide shared metric. The Oil and Gas Program (program) Program reports only
reports only one metric, oil and gas well drilling inspections with no one metric to the
Legislature.

violations. However, this metric is narrowly applied, ineffective, and

misleading. Management acknowledge that the Oil and Gas Program
has no other performance metrics. Furthermore, DOGM needs to
improve its oversight of employee performance. From 2014 to 2018,
DOGM had the lowest overall annual employee performance plan
compliance rate of all seven divisions within the Department of
Natural Resources (DNR). Looking solely at the Oil and Gas
Program, over half of the employees in that program did not receive
an employee evaluation in fiscal year 2019.

Oil and Gas Program Lacks
Performance Metrics

The number of oil and gas well drilling inspections with no
violations is the only performance metric that the Oil and Gas
Program reports to the Legislature. However, this metric is ineffective
and misleading. Part of the program’s mission is to “Maintain sound,
regulatory oversight to ensure environmentally acceptable activities.”
Regulatory oversight includes monitoring all aspects of the life cycle of
a well from the time a permit is issued to the time a well is properly
plugged and abandoned. The metric of drilling inspections with no
violations applies exclusively to inspections during the drilling phase of
a well. Isolating inspections to exclusively fit this metric is misleading
and appears to be inconsistent with the program’s mission. Figure 6.1
illustrates the information that the program has been reporting to the
Legislature each year.
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e Percent of high-priority wells inspected each year

e Percent of citizen complaints resolved or subject to
enforcement action within 30 days

e Percent of corrective actions for high priority wells that were
resolved or turned over to enforcement within 30 days

e The number of known abandoned well sites at the start of the
fiscal year

e The number of wells plugged annually

e Percent of hearing application processes automated

e Average wait time for processing report activities

It is concerning that the Oil and Gas Program lacks adequate
performance metrics. The creation and implementation of program
goals and expectations will increase performance and lead to a more
effective program.

Oversight of Employee Performance
Within DOGM Needs Improvement

DOGM has not been consistently conducting annual employee
performance evaluations.”® Administrative Rule R477-10-1(2) requires
annual employee performance evaluations to be conducted for each
state employee. However, DOGM had the lowest rate of compliance
when compared to all other divisions within DNR. Over half of the
employees in the Oil and Gas Program did not have the required
performance evaluation.

Employee Evaluation Procedures
Violate Administrative Rule

According to Administrative Rule “Each fiscal year a state employee
shall receive a performance evaluation.” On average, DOGM has
conducted a total of 16 (out of 65) employee evaluations per year. The
division’s average five-year compliance rate (2014-18) was just under
25 percent. Fiscal year 2016 was DOGM’s lowest rate of compliance
with only three of the division’s 65 employees* receiving an employee

* While this audit report has focused on the Oil and Gas Program, our initial
review of employee performance encompassed the entire division.

** Due to limited database functionality, total employee counts for fiscal year
2019 for each division were applied retroactively to prior years.
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Without employee performance plans, employees remain unaware
of individual and organizational goals and expectations. The failure to
set goals results in the inability to measure performance and employee
productivity.

52 Percent of Oil and Gas Program
Employees Were Not Evaluated

In fiscal year 2019, over half of the employees in the Oil and Gas
Program did not receive their annual employee performance
evaluations. Additionally, one third of Oil and Gas Program
employees had no performance plan. Ideally, employee performance
plans are written at the beginning of the fiscal year and are adjusted
throughout the year as needed. At the end of the fiscal year, employee
performance is evaluated based on the goals and expectations listed in
the employee’s performance plan. Regularly implementing this
practice allows supervisors to annually track employee progress. Figure
6.3 illustrates the need for additional performance tracking and
evaluation.

Over half of the
employees in the QOil
and Gas Program did
not receive an annual
employee performance
evaluation.

Figure 6.3 One Third of Employees in the Oil and Gas Program

Had No Performance Plan and More Than Half Did Not Receive
an Employee Evaluation. The Oil and Gas Program is 57 percent

compliant with creating annual employee performance plans and 48
percent compliant with conducting annual employee evaluations.

# Employees* # Pelr:flc;erslfnce Percent  # Evaluations*  Percent
Supervisor 1 7 4 57% 1 14%
Supervisor 2 2 2 100 1 50
Supervisor 3 3 1 33 3 100
Supervisor 4 1 0 0 1 100
Supervisor 5 8 5 63 4 50
Total 21 12 57% 10 48%

Source: Division of Human Resource Management
*Fiscal year 2019 data

Three employees in the Oil and Gas Program were evaluated even
though they did not have an employee performance plan. For
example, Figure 6.3 shows that Supervisor 3 had one employee
performance plan yet completed three employee evaluations. Likewise,
Supervisor 4 had zero employee performance plans yet completed one
employee evaluation. The ability of a supervisor to evaluate an
employee with no expected outcomes remains in question.
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Chapter VII
Existing Administrative Rule Regarding
Bonding Should Be Updated

The Division of O1l, Gas, and Mining (DOGM or division)
requires oil and gas industry operators to furnish a bond for financial
security; however, bond amounts and bond structures pertaining to
the oil and gas industry have not been updated for 16 years. Looking
at the past five fiscal years (2014-18), taxpayers have spent $235,000
in remediation, reclamation, and well plugging costs. Current Utah
Administrative Rule regarding bond amounts and bond structures is
inadequate and should be regularly reviewed to better address financial
risks.

Current Bond Structures in Administrative Rule
Need to Be Reviewed and Updated

Administrative Rule requires operators to furnish a bond to the
state prior to receiving a permit to drill. Bonds are generally monetary
in nature and have been instituted to ensure a good faith performance
by the operator to properly plug, repair, maintain, and restore the well
site. Bonds can be either forfeited to the division or returned to the
operator based on operator performance and compliance. Insufficient
bond amounts and bond structures pose a financial risk to the state.

Insufficient Bonding Poses a
Financial Risk to the State

The Oil and Gas Program (program) forecasts plugging a total of
33% abandoned wells at a cost of $1.1 million over the next two years
(2019-20). After potential bond forfeitures, the remaining liability
transferred to the state is estimated to be $450,000. The Oil and Gas
Program largely operates using royalties collected from the value and
volume of oil and gas produced. As such, the program has limited
tunds for any additional expenditures such as well plugging.

7 Of the 33 abandoned wells, 20 have been classified as ‘legacy wells.” Wells
drilled before 2002 (legacy wells) were not required to be bonded. Legacy wells
remain an issue for the division. The lack of bonding places plugging, remediation,
and reclamation costs entirely on the division and, by extension, the state.
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previously.? Although the Oil and Gas Program maintains a well
plugging fund, this fund is limited. ** At the beginning of fiscal year
2018, the balance of this fund was just over $1.4 million. Recall that
future liabilities to the state are estimated to be $450,000.
Additionally, the program budgeted to reduce expenditures by
suspending contributions to this fund; however, annual contributions
were still made. Management recognizes a need for modifications to
Administrative Rule regarding bonding.

Administrative Rule Regarding Bonding
Has Not Been Updated for 16 Years

Bond amounts and bond structures for oil and gas wells were last
updated 16 years ago, which is concerning given ongoing industry
technological advances. In the past five fiscal years (2014-18),
operators abandoned eight wells, thus transferring the financial
responsibility and liability of properly plugging the abandoned wells to
the state. It cost a total of $505,000 to plug all eight abandoned wells;
however, bond forfeitures constituted about $270,000 of the
$505,000 total. The state assumed the remaining 47 percent of the
financial liability, or $235,000.

Ideally, bond amounts should be calculated to allow the Oil and
Gas Program adequate funds for remediation while not overestimating
the financial burden on the industry. However, antiquated bond
structures combined with insufficient bond amounts has transferred
some of the financial liability to the state. The Oil and Gas Program
recognizes the need for modifications to Administrative Rule and the
need to protect the state from any liability associated with inadequate

bonding.

Existing Bond Amounts and
Bond Structures Are Inadequate

Bond amounts and bond structures vary between waste disposal
facilities and oil and gas wells. For example, Administrative Rule

** The financial risks associated with noncompliant operators are discussed in
Chapter IV.

%0 The Oil and Gas conservation account has a non-lapsing line item that,
according to Utah Code 40-6-14.5, can be used to pay for the plugging and
reclamation of abandoned oil or gas wells.
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three years based on the consumer price index and/or actual plugging
COSts.

While we are not suggesting that the Oil and Gas Program adopt
New Mexico’s or Wyoming’s bond amounts or bond structures, we do
recommend that the Oil and Gas Program review and update
Administrative Rule to reflect current industry and bond practices.
Furthermore, we recommend that the Oi1l and Gas Program consider
implementing a regular bond review schedule. Other than the five-year
permit renewal process for waste disposal facilities, there is no bond
review schedule.

Recommendations

1. We recommend that the Oil and Gas Program review and
update Admunistrative Rule’s current bonding
requirements.

2. We recommend that the Oil and Gas Program consider
implementing a regular bond review schedule.
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Agency Response
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Page 5
November 7, 2019
Subject: Agency response to "A Performance Audit of Utah's Oil and Gas Program"

Appendix B: Actions applied to audit recommendations continued
9. We will develop a sustainable plan for building up program reserves over time.

applying these actions: 20/80 strategy

10. Oil and gas program management will prioritize statute and Administrative Rule requirements
over savings and ensure that all program requirements are fulfilled.

applying these actions:  Reduce backlog, board recovers fines directly, streamline compliance, WIT
metric, employee metrics, combine WIT and inspection prioritization, fill
vacancies, operator education, database upgrades, inspection prioritization,
use drone technology, advanced database categorization, expand reporting,
20/80 strategy, in field tools

11. We will create and implement adequate performance metrics for the Oil and Gas Program.

applying these actions.  WIT Metric, employee metrics, inspection prioritization, combine WIT and
inspection prioritization

12. We will create annual employee action plans and conduct annual employee evaluations to
comply with administrative rule R-477-10-1

applying these actions: Leadership changes, WIT metric, employee metrics

13. We will review and update Administrative Rule’s current bonding requirements.

applying these actions: Regular bonding updates

14. We will pursue implementing a regular bond review schedule.

applying these actions:  Regular bonding updates
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